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A
accelerated method, 214
accounting analysis, 115, 119
accounting choice, 13-14, 202-203
accounts payable, 28
accounts receivable, 26, 27, 169
accounts receivable period, 126
accounts receivable turnover, 147
accrual method of accounting, 35
accrued pension cost (liability account), 266
accumulated, 26-27
accumulated impairment loss, 215
accumulated other comprehensive income, 305
acquisition (historical) cost, 329-330
additional paid-in capital (APIC), 29, 32, 299
adjusted leverage, 130, 132
adjusting entries, 35
administration, general, 30
aging of accounts receivable, 170-171
allowance method for bad debts, 169170
Altman’s Z-score, 136
amortization, 212, 213, 217
effective interest, 239, 240
expense, 220
for leases, 227
straight line, 240241
of unrecognized gains or losses, 262263
amortization policy, 125
asset impairment, 214-215
asset sales, 216
assets, 4-5, 25-27
current, 25-26
noncurrent (long-term), 26-27
audit opinion, 9-11
auditor’s report, 9-11
authorized shares, 298
available-for-sale (AFS) securities, 305, 315
average collection period (ACP), 126
average cost method (inventory), 199

B
bad debts
accounting for
allowance method, 169
direct method, 169-170
estimation, 168—169
gross accounts receivable approach, 169
sales revenue approach, 168-169
expense, 275
balance sheet, 1-2, 24-25
bankruptcy risk, 132, 136
bargain purchase, 333-334
barter transaction, 67

big bath accounting, 248

bill and hold, 67

Black-Scholes-Merton model, 136

bond issuance, accounting for, 237-238

bond premium amortization, 238-241
effective interest amortization, 239, 240
straight line amortization, 240-241

bond redemption before maturity, 242

bonds (notes), accounting for, 236-244
definition, 236

bonds issued at a discount, accounting for,

242-244

effective interest method, 244
straight-line method, 244

bonds payable and long-term bank loan, 28

bonds sold at a premium, accounting for, 252241

bonds sold at par, accounting for, 228
book income, 274

book value see shareholders” equity. (book value)

brand names, 27, 323
bright line rules, 226
business and industry analysis, 116-119
competitive strategv. 118
industry ana’vsis, 116-118
business conbinations see mergers and
goquisitions

C
~allable bonds, 242
capital employed, 121
capital in excess of par, 29
capital leases, 225-227
amortization, 227
capital structure leverage ratio, 129, 130
capital surplus, 29
capitalization, 31
case studies
Alcoa (executory contracts), 235
Apple (financial statement analysis), 17-20
Blockbuster Inc. (statement of cash flows),
100-106
Cardinal Health (accounting for contingent
assets), 255-257
Cathay Pacific (comprehensive pension
review), 270-273
Citigroup Inc. (accounting for loan loss
reserves), 185-191

Ford Motor Company (deferred tax assets and

valuation allowance), 288-291
Inditex (statement of cash flows), 110-114
Kiwi Builders, Ltd (revenue recognition), 70
LVMH and Warnaco (strategy and financial
statement analysis), 148—152

Merck (cash flows), 109-110
Monahan Manufacturing (statement of cash
flows), 107
Network Associates (McAfee) (channel
stuffing), 77-79
PepsiCo (communicating financial
performance), 20-22
Starbucks Corporation (revenue recognition),
70-77
Sun Microsystems (cash flows), 108
Toyota (receivable and bad debts), 182
Wal-Mart (cash flows), 108
‘Wal-Mart (profitability analysis), 147-148
cash conversion efficiency ratio, 129
cash coverage, 135
cash flow, reporting, 115-123
direct method, 80-81
indirect method, 82
cash flow from investing (CFFI), 93
cash flow from operations (CFFO), 90-92
channel stuffing, 66
charges, 251
clean audit opinion, 11
clean surplus accounting, 32
clientele effects, 303
Coca-Cola and Coca-Cola Enterprises (equity
method in practice), 328
cohesiveness principle, 49, 50
common earnings leverage ratio, 129
common shareholders, 298
common stock, 293, 298
authorized shares, 298
dividends on, 301-303
issued shares, 298
outstanding shares, 298
competitive advantage, 161
competitive strategy, 118, 139-141
cost leadership, 118
differentiation, 119
comprehensive income, 32, 305
conservatism, 49, 248
consistency of financial information, 47-48
consolidation, 313
constructive obligation, 249
contingent assets, 254
contingent consideration, 330
contingent liabilities, 251-254, 332
contra-asset account, 39, 168, 174
contributed capital, 29, 293, 297-298
convertible bonds, 305-307
convertible preferred stock, 297
cookie-jar reserves, 171, 248
copyright (intangible asset), 27, 323, 335
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cost leadership, 118

cost of acquisition, 329-330

cost of goods sold (COGS), 29, 59
cost-flow assumption, 195, 196-199
coupon rate, 238, 242

creative accounting, 14

cumulative dividend preference, 297
current assets, 25-26, 330

current liabilities, 27-28, 252, 330
current ratio, 131-131

customer lists (intangible asset), 27, 323

D
date of declaration, 302
date of payment, 302
date of record, 302
days inventory held, 129
DCF-Economic Profit equivalency, 157
debt and passive equity investments, 314-316
debt covenants, 134
debt-equity choice, 132
debt-equity ratio, 133
declaration date, 302
Deere and CNH Global (performance effects of
inventory), 202-207
deferred income, 28
deferred payments, 67
deferred revenue, 275
deferred tax assets, 27, 31, 276, 283, 284
deferred tax liability, 31, 276, 284
deferred tax valuation allowance, 283
deferred taxes, 30-31, 276-277
example, 277-279
importance of, 284
defined benefit plans, 260-261
defined contribution plans, 260
depreciation, 13, 31, 211-212
depreciable basis of the asset, 211
estimated useful life, 212
expense, 220, 221
depreciation method, 212
changes in, 213-214
double-declining-balance, 212-213
prospective basis, 213
depreciation policy, 125
derecognition of receivables, 231
differentiation, 139
direct method, 80-81
for bad debts, 169-170
disaggregation principle, 50
discounted cash flow (DCF), 154, 166, 215
discounts, 61
divestitures, 216
dividend income, 315
dividend payout ratio, 302
dividend yield ratio, 301
dividends on common stock, 301-303
dot-com boom, 66
double-declining balance method, 13, 212-213
double-entry system, 33-42
DuPont analysis, 122-129

E
earned capital, 293, 296, 300-301
earned revenue, 46

Earnings before Interest and Tax (EBIT), 155

earnings management, 14

earnings per share (EPS), 30, 304

earn-out clause, 330

EBITDA, 163-164

EBITDA interest coverage, 134-135

economic profit, 156—158
approach to valuation, 156-158

economic value added, 157

effective interest amortization, 239, 240, 247
zero-coupon bonds, 244-246

Employee Retirement Income Security Act

(ERISA), 266

enterprise value, 162

entity assumption, 48

environmental liabilities, 332

equity, other components, 32

equity income, 275

expected value, 58

expenditure, 31-32

expensing, 31-32

F

fair value, 25, 27, 214, 215-216, 305

Financial Accounting Standards, 12

Financial Accounting Standards Board (FASB};

12,45

financial analysis, 115, 119-123

financial assets, 26

financial leverage, 122, 130

financial liabilities, 27

financial risk, 130

financial statement analysis, 115-152
accounting analysis, 115,119
business and indusiry analysis, 116-118
DuPont analysis; 122-129
financial Gaalysis, 119-123

financing casu flows, 93-94

finished goods inventory, 192, 193

Fircstone Tire and Rubber Company, 257-258, 259

Srsvin still here, 197
tirst-in-first-out (FIFO), 195-196, 197
fiscal year, 4
Five-forces (Porter) model, 117
foreign currency translation adjustments, 305
franchise, 323
fraud, 66
free cash flow, 93-94, 155
free operating cash flows (FOCF), 94, 135
free operating cash flows to total debt ratio, 135
funded defined benefit plans, 261-267
amortization of unrecognized gains or losses,
262-263
effect of plan curtailments or settlements, 263
interest costs, 262, 265
plan asset returns, 262
prior service costs, 263
service cost, 262, 265

G
gain on disposal, 216
Generally Accepted Accounting Principles
(GAAP), 12
core principles, 44-47
gift cards, 57

going concern assumption, 48
goodwill, 27, 332-333
impairment, 334-335
gross accounts receivable approach, 169
gross profit, 30
gross vs. net, 66-67
guarantee deposits, 28

H

held-to-maturity investments, 315, 320
hidden reserves see cookie-jar reserves
historical cost, 215-216, 329-330
historical cost rule, 25

hold, bill and, 67

1
identifiable assets, recognition and measurement,
330-334
impairment loss, 215
improper revenue recognition, 66
income, comprehensive, 32
incOine statement, 1, 2, 4-5, 30-32
income tax, accounting for, 274-284
case study: Intel Corporation, 279-284
deferred tax liabilities, 282
deferred vs. current taxes, 280-282
tax rates, 280
deferred tax, importance of, 284
deferred taxes and balance sheet approach,
276-2717
example, 277-279
permanent differences, 275, 276
temporary differences, 275-276
bad debts expense, 275
deferred revenue, 275
equity income, 275
installment sales, 275
long-term contracts, 275
prepaid expenses, 275
incompleteness of statements, 14
indirect method, 82
industry analysis, 116-118
in-process research and development (IPR&D),
332
input methods, 63
installment sales, 275
insurance, 26
intangible assets, 216-217, 329, 330
finite-lived, 217
indefinite-lived, 217
intellectual capital, 25
interest coverage, 134
interest-bearing debt, 133
International Accounting Standards
IAS 17, 226
IAS 19, 261
International Accounting Standards Boards
(IASB), 12, 45
International Financial Reporting Standards
(IFRS), 12, 45
Internet domain names, 323
inventories, 26
inventory, accounting for, 192-200
cost-flow assumptions, 196199
definition, 192
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lower of cost or net realizable value, 194
lower of cost or net realizable value rule, 196
valuation, 195-196
inventory shrinkage, 197
inventory turnover ratio, 126, 127
invested capital, 130
invested capital turnover, 131
investing cash flows, 90
investments, 313-323
consolidation, 321-323
debt and passive equity, 314-316
equity method, 317-319
fair value hierarchy, 316-317
Microsoft investments, 313-314, 319-321
issued capital, 32, 33
issued shares, 298

J
JanMar Fabrics (balance sheet and income
statement), 4344
Johnson Perry, 182-183
journal entries, 34
depreciation and amortization expense, 224

L

last in, still here (LISH), 197, 199

last-in-first-out (LIFO), 195-196
conformity rule, 198
LIFO layer problem, 198
LIFO reserve, 198
liquidation process, 199

leases, 225-232
accounting for capital leases, 226227
accounting for operating leases, 227
capital vs. operating, 225-226
developments in lease accounting, 231-232
example, 227-229
interpreting lease disclosures, 229-230

legal requirement, 56

length of coverage, 56

Lernout & Hauspie, 66

leverage ratios, 129, 130

liabilities, 2, 4, 27-28
current, 27-28
noncurrent, 28

liability account, 266

liquidity, 26

loan loss reserves, accounting for, 173-175
basics, 174—-175

long-term assets, 2627

long-term bank loan, 28

long-term contracts, 64, 275

loss from goodwill impairment, 335

loss on disposal, 216

lower of cost rule, 194, 196

loyalty programs, 61-62

M

magnitude of investment benefit, 154
management discussion and analysis (MD&A), 11
managerial balance sheet, 121

manufacturing overhead, 193

mark to model, 317

market capitalization, 297

market rate, 242

marketing, 30
mark-to-market accounting, 316
matching principle, 45, 248
materiality, 4849
maturity, 236, 238
bond redemption before, 242
mergers and acquisitions, 329-336
contingent consideration, 330
goodwill impairment, 334-335
noncontrolling interest (NCI) (minority
interest), 335-336
purchase price/cost of acquisition, 329-330
recognition and measurement of identifiable
assets, 330-334
contingent liabilities, 332
current assets, liabilities, and PP&E, 330
goodwill, 332-333
in-process research and development
(IPR&D), 332
intangible assets, 330
negative goodwill (bargain purchase),
333-334
restructuring provisions, 332
subsequent adjustments, 334
Metro AG (lease accounting), 234
modifying conventions, 4849
Modigliani-Miller (M&M) model,«122

N

nature of promise, 56

negative goodwill (barga'n parchase), 333-334

net, 66-67

net book value, 26, 20¢, 213, 214, 216

net defined bener't Lavility, 28

net income, 23 30, 32, 82

net operating assets, 121, 130

net op=rating profit after tax (NOPAT), 123,
155, 165

netpresent value, 162, 163

ret property and equipment see property, plant and
equipment (PP&E)

net realizable value, 168

net realizable value rule, 194, 196

nominal value, 29

noncontrolling interest (NCI) (minority interest),
335-336

noncurrent (long-term) assets, 2627

noncurrent liabilities, 28

noninterest-bearing liabilities (NIBL), 121

NOPAT, 121, 155, 165

notes (footnotes), 9 see also bonds

notes and accounts receivable, 26

o
obsolescence risk, 196
off-balance-sheet (OBS)
debt, 230-231
financing, 225
Ohlson’s O-score, 136
onerous contract, 65
operating cash, 92
operating cash flows, 92
operating cycle, 25, 92, 128
operating income, 5, 30, 155
operating leases, accounting for, 227

operating profit, 30
opportunity cost of capital, 154, 167
option pricing theory, 136
other components of equity, 32
other comprehensive income (OCI), 316
output methods, 63
outstanding shares, 298
over time

accounting, 64—65

measuring progress, 63

vs. point in time, 62-63
overprovisioning, 248, 251

P
paid-in capital see contributed capital
par value, 29, 298
Parmalat, 11, 66
passive investment, 313
past events, 249
patents, 27, 217, 323, 335
payment date, 302
Pennzoil-Quaker (state and sale of receivables),
235
pensions, accounting for, 260-269
defined benefit plan disclosure example:
American Airlines, 267-269
defined benefit plans, 260-261
defined contribution plans, 260
definition, 260
funded defined benefit plans, 261-267
amortization of unrecognized gains or losses,
262-263
effect of plan curtailments or settlements, 263
interest costs, 262, 265
plan asset returns, 262
prior service costs, 263
service cost, 262, 263, 265
unfunded defined benefit plans, 261
percentage-of-completion method, 64, 275
performance obligation(s), 60-61
point in time, 62-63
point of sale, 67
postclosing trial balance, 41
preferred stock, 297
prepaid expenses, 275
prepaid pension cost (asset account), 266
price protection guarantees, 60
price-to-book, 297
profit, 5
profit after tax, 32
profit before tax, 30
property, plant and equipment (PP&E), 26,
209-218, 330
asset impairment, 214-215
depreciation, 211-212
depreciable basis of the asset, 211
estimated useful life, 212
depreciation method, 212-213
changes in, 213-214
double-declining-balance, 212-213
prospective basis, 213
straight-line method, 212
divestitures and asset sales, 216
fair value vs historical cost, 215-216
initial recognition, 210-211
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property, plant and equipment (PP&E) (Continued)

intangible assets, 216-217
finite-lived, 217
indefinite-lived, 217

interpreting disclosures, 221-224

repair or improvement, 211

turnover, 145

provisions, 28, 248

defining, 249
disclosure: notes, 250
measuring, 249

purchase price/cost of acquisition, 329-330

Q

quick ratio, 130, 131

R

ratio analysis, 146

raw materials inventory, 192
realizable revenue, 49
receivables, analyzing, 172

definition, 168

receivables-to-sales ratio, 172

record date, 302

reinvested earnings, 29, 296, 301
relative valuation, 163—-164
relevance of financial information, 47
reliability

of financial information, 47
of statements, 14

rent, 26

reporting cash flow, 115-123

research and development, 30

residual income, 157

residual (salvage) value, 211, 213

restructuring provisions, 332

retained earnings, 32, 296, 301

return on any newly invested capital (RONIC), 161
return on equity (ROE), 120-121

financial risk analysis and, 129-136

return on invested capital (ROIC), 121-122
revenue recognition, 29, 45-47, 52-53

contract with customer, 53-54
controversies, 65-68

discounts, 61

financing components, 59

gift cards, 57

loyalty programs, 61-62

“over time” accounting, 64—65

“over time” contracts, 63—64

performance obligation, transaction price, 60-61
performance obligations, in contracts, 55-57
“point in time” vs. “over time,” 62—63

price protection guarantees, 60

right of return, 59

slotting fees, 60

transaction price, 57-58

variable consideration, 58—-59

reversals (of provisions), 251
reverse stock split, 305
right of return, 59

right-of-use asset, 232
round trips, 67
royalty agreements, 323

S
sales outstanding (DSO), 126
sales returns and allowances, 171-172
sales revenue approach, 168-169
salvage value, 211,213
Sarbanes-Oxley Act, 10
securitization, 94
of receivables, 231
share buybacks, 299
share capital see contributed capital
share premium, 32
share repurchases, 299-300
shareholders’ equity (book value), 2, 3, 293-308
contributed capital (paid-in or share capital),
293, 297-298
direct investment, 29
earned capital, 293, 296, 297
indirect investment, 29
shrinkage, inventory, 197
significant influence, 313
slotting fees, 60
software, 323
specific identification, 195
split accounting, 305
stated value, 29
statement of cash flows, 5-8, 80—115-
analysis, 90-91
net income and cash ficw jrom operations
(CFFO), 90-92
operating, investirg,‘and financing cash
flows, 93-94
IFRS and, ¢2-94
preparaticn, 82-90
repo:ting cash flow from operations, 80-89
statemen: of changes in shareholders’ equity, 9,
307-308
stawement of recognized gains and losses, 308
stock dividends, 303-304
stock issuance, 298
stock splits, 304-305
stock transactions, accounting for, 298-301
earned capital, 300-301
retained (reinvested) earnings, 301
share repurchases, 299-300
stock issuance, 298
treasury stock reissuance, 300
Stora Enso (accounting for investments),
327-328
straight line amortization, 239, 240-241
straight-line method, 13, 212
zero-coupon bonds, 246
subsequent adjustments, 334
substance over form rule, 322

T
T-account, 34
Tamar Chemicals (LIFO accounting), 202

tax income, 274
tax law, 30
tax liabilities, 28
taxes, deferred, 30-31
technical default, 134
times interest earned, 134
timing of investment benefit, 154
trade payables (accounts payable), 28
trade receivables (accounts receivable),
168
trade secrets, 323
trademarks, 323
trading security, 315
transaction entries, 33-34
treasury shares, 32
treasury stock reissuance, 300
trial balance, 41
true and fair view, 11, 17
TSMC, 158-163
financial forecasts, 159-161
terminal value, 161-162
turncver ratios, 144

(54

uncertainty of investment benefit, 154
uncollectible accounts, 168
underprovisioning, 248

underwriter, 236

undiscounted cash flows, 215
unfunded defined benefit plans, 261
useful life, 210, 212, 213-214, 217

v
valuation, 115
economic profit approach, 156158
growth rates, 162
inventory, 195-196
principles, 154
relative, 163
from theory to practice, 155-158
TSMC, 158-163
financial forecasts, 159-161
terminal value, 161-162
value factors, 343-350
value in use, 214, 215

Vardon Golf Ltd (valuation based on DCF),

166-167

w
warranties, 56
warranty term, 56
working capital requirement (WCR),
92,121
work-in-process inventory, 192, 193
writing off receivables, 169
later collection, 170

V/

zero-coupon bonds, 244-246
effective interest method, 245-246
straight-line method, 246



